


18 

mutual funds identified to the contract purchaser.5 Typically, the 
mutual funds were money market funds. 

Under Rev. Rul. 81-225, earnings on amounts invested under the 
contract are taxed to the contract holder currently, without defer
ral of tax until benefits are paid under the contract, if shares of 
the mutual fund purchased with amounts invested under the con
tract are also offered for sale to the general public. The Service's 
position is based, in part, upon the conclusion that in such a case a 
contract purchaser's position is substantially identical to what the 
purchaser's position would have been had the mutual fund shares 
been purchased directly (in which case, dividends or other distribu
tions made with respect to the shares would be taxed currently to 
the shareholder). On the other hand, under the Revenue Ruling, 
earnings are not taxed currently to the contractholder if the 
mutual fund shares are not offered for sale to the general public, 
but are available only through the purchase of an annuity contract 
from the insurance company. 

Rev. Rul. 81-225 generally applies to shares of a mutual fund 
purchased with premiums paid by the contract holder after Decem
ber 31, 1980. The Revenue Ruling was released on September 25, 
1981. 

Issues 

The issues are (1) whether the results reached in Rev. Rul. 81-
225 should be codified by amendment to the Internal Revenue 
Code, and (2) whether such rules should be applied only to amounts 
invested under a variable annuity contract after the date the 
Ruling was released (September 25, 1981). 

Explanation of the Bill 

The bill generally would codify the result reached in Rev. Rul. 
81-225. For tax purposes, an annuity would be defined as including 
a variable annuity contract with reserves based upon a separate 
account the assets of which consist of shares of regulated invest
ment companies registered under the Investment Company Act of 
1940. However, the bill requires that such shares must not be 
available for purchase by the general public except through the 
purchase of a variable annuity contract. If this requirement is met, 
the shares would be deemed property owned only by the insurance 
company issuing the annuity contract. Under the income tax rules 
for variable annuity contracts, dividends and other distributions 
paid with respect to the shares would not be taxed currently to the 
contractholder, and tax would be deferred until amounts are with
drawn or benefi ts are paid under the contract. If, however, the 
shares are available for purchase by the general public other than 
through the purchase of a variable annuity contract, under Rev. 
Rul. 81- 225 the shares would be deemed the property of the con-

5 I f premiums were invested in shares of a single mutual fund, an exist ing shareholder of the 
mutual fund could exchange his shares for an annuity contract without payment to the insur
ance company of any fee, sales charge or transfer charge. In addition, the insurance company 
reserved the right to substitute another mutual fund for the mutual fund first identified to the 
cont ract purchaser, if investment in that fund was no longer possible or if the company judged 
such investment to be inappropriate. If, through subaccounts, net premiums were invested in 
two or more different mutual funds, the contract purchaser had the right to designate and 
periodicall y to reallocate the cont ract's cash value among the subaccounts. 
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tractholder, and dividends and other distributions paid with respect 
to the shares would be taxed to the contractholder currently. 

In addition, the bill extends the Revenue Ruling by providing 
that the investment managers of a regulated investment company, 
the shares of which are purchased with amounts paid under a 
variable annuity contract, need not be affiliated with the insurance 
company issuing the contract. In addition, a variable annuity con
tract could provide for investment or reinvestment in the shares of 
more than one regulated investment company (by means of sepa
rate accounts or separate subaccounts) at the direction of the con
tractholder. 

The bill also would overturn the retroactive application of Rev. 
Rul. 81-225. Under the bill, the Revenue Ruling would apply only 
with respect to earnings on shares purchased with payments made 
by the contractholder under the contract after September 25, 1981. 
Earnings on shares purchased with payments made under the con
tract after December 31, 1980, and before September 25, 1981, 
would not be taxed currently to the contractholder. 

l?ffective lJate 

Except as described in that provision of the bill which would 
overturn the retroactive effect of Rev. Rul. 81-225, the bill general
ly would apply to contracts entered into or payments made by a 
contract holder after September 25, 1981. 

Revenue l?ffect 

It is estimated that the provision of the bill which would over
turn the retroactive effect of Rev. Rul. 81-225 would involve an 
undetermined, but moderate, revenue loss for fiscal year 1982. 
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